Financial sector reform in India has progressed rapidly on aspects like interest rate deregulation, reduction in reserve requirements, barriers to entry, prudential norms and risk-based supervision. But progress on the structural-institutional aspects has been much slower and is a cause for concern. The sheltering of weak institutions while liberalizing operational rules of the game is making implementation of operational changes difficult and ineffective. Changes required to tackle the NPA problem would have to span the entire gamut of judiciary, polity and the bureaucracy to be truly effective.
Introduction
After nationalization, the initial mandate that banks were given was to expand their branch network, increase the savings rate and extend credit to the rural and SSI sectors 1 . This mandate has been achieved admirably. Since the early 90's the focus has shifted towards improving quality of assets and better risk management. The 'directed' lending approach has given way to more market driven practices.
The Narasimhan Committee has recommended prudential norms on income recognition, asset classification and provisioning. In a change from the past, Income recognition is now not on an accrual basis but when it is actually received. Past problems faced by banks were to a great extent attributable to this.
Classification of what an NPA is has changed with tightening of prudential norms. Currently an asset is "non-performing" if interest or installments of principal due remain unpaid for more than 180 days. 
Overview of Performance
There have been noticeable improvements in the financial health of banks in terms of asset quality. Further, pre and post reform NPA levels are not strictly comparable as there has been a significant tightening of accounting norms 3 . Source : Muniappan G. P. (2002b) The ratios of both have been consistently improving.
Based on Gross and Net NPAs

Based on Loan loss provisioning
The Source : Muniappan G. P. (2002b) The problem India faces is not lack of strict prudential norms but 1. The legal impediments and time consuming nature of asset disposal process.
2. 'Postponement' of the problem in order to report higher earnings 3. Manipulation by the debtors using political influence A perverse effect of the slow legal process is that banks are shying away from risks by investing a greater than required proportion of their assets in the form of sovereign debt paper.
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The government recently enacted the Asset Reconstruction Ordinance to try and tackle the problem. It gave wide ranging powers for banks to dispose of assets and allowed creation of Asset Reconstruction Companies for this purpose. 2. Laws were passed allowing the creation of asset management companies, foreign equity participation in securitisation and asset backed securitisation.
3. The government which bore the financial loss of debt 'discounting'. Debt/equity swaps were allowed in case a growth opportunity existed.
4. Incentives like tax breaks, exemption from administration fees and clearcut asset evaluation norms were implemented. 5. Privatisation of government entities was mooted, but faced strong political opposition for fear of a social backlash.
6. Adoption of international standards for loan classification and provisioning.
7. Caps on Foreign equity ownership in financial institutions were removed. management. The scores in this category were India (1.7), China (2) Korea (3.9) Japan (5.1) and Thailand (3.5).
2. Legal systems -All the Asian countries had weak legal mechanism for asset disposal. This factor prevented early resolution of the problem.
3. Government funds -All the countries made extensive usage of government guarantees and funding to try and solve the problem. On the flip side, the problem was created due to the belief that the government would have to bail out the banks in a crisis.
Differences
1. Causes of problem -This varied significantly across countries with real estate, crony capitalism, directed credit and lack of prudential norms being the critical factors.
Business structures -Structures like the Keiretsus and Chaebols in Japan and
Korea and the SOE's in China were responsible for their countries NPA problems.
Macroeconomic and Fiscal Policy
India and China were relatively unaffected by the East Asian Crisis due to the closed capital account and strong domestic savings. This prevented the contagion effect from spreading here.
In Japan, the government 'big bang' spending approach to pulling the country out of 
Effectiveness of ARCs
Concerns have been raised about their relevance to India. A significant percentage of the NPAs of the PSB's are in the priority sector. Loans in rural areas are difficult to collect and banks by virtue of their sheer reach are better placed to recover these loans
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and Debt Recovery Tribunals are other effective mechanism to handle this task. ARCs should focus on the larger borrowers. Further, there is a need for private sector and foreign participation in the ARC. Private parties will look to active resolution of the problem and not merely regard it as a book transaction. Moving NPAs to an ARC doesn't get rid of the problem. In China, potential investors are still worried about the risks of non enforcement of ownership rights of the assets they purchase from the ARCs. Actions and measures have to be taken to build investor confidence.
Well Developed Capital Markets
Numerous papers have stressed the criticality of a well developed capital market in the restructuring process
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. A capital market brings liquidity and a mechanism for write off of loans. Without this a bank may seek to postpone the NPA problem for fear of capital adequacy problems and resort to tactics like evergreening. Monitoring by bondholders is 18 Viswanathan R. (2002) 19 Toshiki, Kanamori (2001) better as they have no motive to sustain uneconomic activity. Further, the banks can manage credit risk better as it is easier to sell or securitize loans and negotiate credit derivatives.
20
India debt market is relatively under developed and attention should be focused on building liquidity and volumes.
Contextual Decision making
Regulations must incorporate a contextual perspective (like temporary cash flow problems) and clients should be handled in a manner which reflects true value of their assets and future potential to pay. The top management should delegate authority and back decisions of this kind taken by middle level managers.
Securitisation
This has been used extensively in China, Japan and Korea and has attracted international participants due to lower liquidity risks. The Resolution Trust Corporation has helped develop the securitization market in Asia and has taken over around $ 460 billion as bad assets from over 750 failed banks. Its highly standardized product appeals to a broad investor base.
Securitisation in India is still in a nascent stage but has potential in areas like mortgage backed securitisation. ICRA estimates the current market size to be around Rs 3000
Crores.
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Effects of Capital Norm tightening
There is a fear that disposal through the provision of excessive reserves may result in a deflationary spiral. A thorough provision of reserves will have no negative impact on the longterm dividends paid to shareholders
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. Firstly, it helps restore credibility in the financial system. Further, an adjustment mechanism can be created by which the capital gains and future profits that will result from the disposal of NPAs will pass back to the creditors and taxpayers who incurred the losses today. The swift disposal of NPAs during the Great Depression in the middle of a severe deflationary current helped restore the credibility of the financial system.
Realignment of Performance metrics
Traditional performance measures like ROE and NPA Ratio are not really indicative of performance -A high volume of bad lending today will impact positively on ROE, asset growth and NPA Ratio and only show up 5 years later as NPAs. The complexity of the balance sheet makes it impossible to disaggregate the impact of these actions even if stricter disclosure norms are put in place. Consistency of purpose! Nachiket Mor 23 has argued that the current organizational competencies, regulatory framework, quality of disclosure and incentive structure produce an inconsistent framework, which leads to an unsustainable performance level for a Bank. Micro level issues will have to be addressed in order to root out the problem. Processes at every stage of an assets life impact the overall quality of the intermediation process and so a consistent set of procedures are necessary to handle the problem.
Legal Issues
There have been instances of banks extending credit to doubtful debtors (who wilfully default on debt) and getting kickbacks for the same. Ineffective Legal mechanisms and inadequate internal control mechanisms have made this problem grow -quick action has to be taken on both counts so that both the defaulters and the authorising officer are punished heavily.
Without this, all the mechanisms suggested above may prove to be ineffective.
Conclusion
The paper stresses the importance of a sound understanding of the m acroeconomic variables and systemic issues pertaining to banks and the economy for solving the NPA problem along with the criticality of a strong legal framework and legislative framework.
Foreign experiences must be utilized along with a clear understanding of the local conditions to create a tailor made solution which is transparent and fair to all stakeholders.
